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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GQUSTAFSQON, Judge: I n Decenber 2007 the Internal Revenue
Service (IRS) issued to petitioner Sandra Lee Bennett a statutory

notice of deficiency pursuant to section 6212,! showing the IRS s

1Unl ess otherwi se indicated, all citations of sections refer
to the Internal Revenue Code of 1986 (Code; 26 U. S.C ), as
amended, and all citations of Rules refer to the Tax Court Rul es
of Practice and Procedure.
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determ nation of a deficiency of $31,979 in incone tax for 2005
and an acconpanyi ng accuracy-rel ated penalty of $6,935.80 under
section 6662(a). The issues for decision? are (1) whether
Ms. Bennett is entitled to deductions that she clainmed for 2005
on her Form 1040, U.S. Individual Income Tax Return--i.e.,
(a) $6,956.25 that she clained on Schedule A Item zed
Deductions; (b) $96, 325. 65 that she clai ned as busi ness expenses
on Schedule C, Profit or Loss From Business; and (c) $29,137.13
that she clainmed as rental activity expenses on Schedul e E
Suppl enmental I ncone and Loss; and (2) whether Ms. Bennett is
liable for the accuracy-related penalty under section 6662(a).
On the facts proved at trial, we hold (1) that Ms. Bennett is
entitled to deduct $22,964.25 on Schedule A $2,321.63 on
Schedul e C, and $0 on Schedule E, and (2) that Ms. Bennett’s
deficiency constitutes a “substantial understatenent of incone
tax” incurring the accuracy-related penalty.
FI NDI NGS OF FACT

Trial of this case was held in St. Paul, M nnesota, on

Septenber 16, 2009. The stipulation of facts filed that day and

the attached exhibits are incorporated herein by this reference.

2The parties agree that Ms. Bennett’'s self-enpl oynent tax
and her deduction of half that tax from adjusted gross incone are
conput ational issues that depend on our resolution of the other
issues in this case.
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At the tinme she filed her petition, Ms. Bennett resided in
M nnesot a.

Per sonal expenses

In 2005 Ms. Bennett owned a house with a nortgage. In that
year she paid a total of $17,048.80 in interest on that nortgage,
and she paid real estate taxes of $3,140 on that house.® In 2005
Ms. Bennett al so paid nedical expenses of $2,710, and she nade
charitable contributions totaling $1, 045.

Real estate sales activity

In 2005 Ms. Bennett was a real estate sales agent, and on
her return she reported gross receipts of $94, 931. 02.
Ms. Bennett was a 5-percent partner in Real Estate and Mrtgage
Consul tants (REMC),* a firm of which her daughter and son-in-I|aw
owned 40 percent. REMC had el even partners and enpl oyed about
50 agents. Ms. Bennett used the REMC prem ses for sone purposes,
but on her return she gave her residence address as her business
address. The record does not show what if any portion of her

home she used as an office for her real estate business.

SMs. Bennett clained itenm zed deductions for tax and
interest on Schedule A in smaller anounts because she cl ai ned
deducti ons on Schedules C and E for sone of the tax and interest
on her house. Because we disall ow those deducti ons on
Schedules C and E, we allow themin full on Schedul e A

“On Schedule E to her 2005 return, Ms. Bennett reported a
non- passi ve | oss of $5,172 from REMC, which she in turn carried
over to line 17 of her Form 1040. The notice of deficiency did
not meke any adjustnent to this loss from REMC, and we therefore
do not disallowit.
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REMC pai d sone expenses for the agents who worked through
the firm and the firms practice was to recoup those expenses
from conmm ssions that the agents earned. “QuickReports” records
printed out by REMC showed that it had paid various expenses on
Ms. Bennett’s behalf but did not show that her expenses had ever
been recouped by REMC from her comm ssions. There is no evidence
that Ms. Bennett kept books or records of her real estate
busi ness, apart from her cancel ed checks, bank and credit card
statenents, and receipts that she kept in varying states of
illegibility and disarray.

I n Septenber 2004 Ms. Bennett joined with another individual
in acquiring property in Wite Bear Lake, M nnesota. She did not
of fer evidence of what she paid in 2004 for her share in the
property nor of what expenses she bore in 2005. Al though she
all eges that this property bears sone relation to her real estate
sal es busi ness, the record does not show any such rel ation, and
we find that there is no such rel ation.

In 2005 Ms. Bennett and sone of her relatives and ot her
acquai ntances traveled to Arizona, and she spent noney there to
i nprove a house that she owned. However, M. Bennett was not
licensed to sell real estate in Arizona, and did not make any
sales in Arizona. The record includes no evidence of any

attenpts to sell real estate in Arizona. W find that
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Ms. Bennett’s Arizona-related activities in 2005 did not relate
to her real estate sal es business.

On the Schedule C to her 2005 return, Ms. Bennett reported
busi ness expenses totaling $96,325.65. W find that she
substantiated that she actually paid business expenses totaling
$2, 321. 63.

Rental activity

Ms. Bennett clainms that in 2005 she rented out an apart nment
in her residence. However, the evidence in the record does not
substantiate that claim M. Bennett owns a house in Arizona,
and she clains that she rented it out for three nonths of 2005.
However, the evidence in the record does not substantiate that
claim W find that Ms. Bennett did not prove that she rented
out these properties in 2005.

Return, notice of deficiency, and petition

To prepare her return for 2005, Ms. Bennett hired Robert
Wcker. M. Wcker has been convicted of the crinme of aiding and
abetting multiple clients in fraudulently preparing their tax
returns for multiple years and for fraudul ent preparation of his
personal tax returns for nmultiple years. M. Bennett provided
M. Wcker with receipts and various information and relied on
himto prepare her return. M. Wcker conposed a m | eage | og
that he used for conmputing her car and truck expense, and he

conposed a neal log that he used for conputing her deductible
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meal s and entertainment. M. Bennett signed her 2005 return in
July 2006 and submtted it to the IRS thereafter.

I n Decenber 2007 the IRS issued to Ms. Bennett a notice of
deficiency, which disallowed all of her deductions on
Schedules A, C, and E. M. Bennett tinely filed her petition.
The case was originally scheduled to be tried in February 2009;
but when the case was called fromthe cal endar, the Court
continued the case to permt it to be better prepared for trial,
and the case was tried seven nonths |ater in Septenber 2009.

OPI NI ON

Burden of proof and substantiation

At issue is Ms. Bennett’'s entitlenent to deductions.
Deductions are a matter of |egislative grace, and the taxpayer
bears the burden of proving that she is entitled to any deduction

she clains. Rule 142(a); see also Deputy v. du Pont, 308 U. S

488, 493 (1940); New Colonial lIce Co. v. Helvering, 292 U S. 435,

440 (1934). (M. Bennett nakes no argunent that the burden
shoul d shift under section 7491(a), and the record shows no basis
for such a contention.) Wen this case was originally called for
trial on February 9, 2009, the Court observed that the evidence
for the case was not in order, stated to Ms. Bennett that she
bears the burden of proof, and then continued the case so that

Ms. Bennett could be ready for trial. W are confident that she

had every opportunity to prepare to neet her burden of proof.
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A taxpayer’s burden of proof should be understood in the
context of what the Code requires for record-keeping and
substantiation. Section 6001 requires that--

Every person liable for any tax inposed by this
title, or for the collection thereof, shall keep such
records, render such statenents, make such returns, and
conply with such rules and regul ations as the Secretary
may fromtime to tinme prescribe. * * *

The regul ations inplenenting that statute include 26 C. F. R
section 1.6001-1(a), Incone Tax Regs.,® which provides that “any
person subject to tax” (such as Ms. Bennett) is required to

keep such pernmanent books of account or records * * *

as are sufficient to establish the anount of gross

i ncome, deductions, credits, or other matters required

to be shown by such person in any return of such

tax * * *,

Ms. Bennett, however, offered into evidence no “pernanent books
of account” for her businesses (nor did she testify that she even
kept books of account).

The Code’s substantiation rules are subject to sone
flexibility. Wen a taxpayer adequately establishes that she

paid or incurred a deductible expense but does not establish the

preci se anmount, the Court may in some instances estinate the

°See also 26 C.F.R sec. 1.446-1(a)(4), Incone Tax Regs.
(“Each taxpayer is required to nake a return of his taxable
i ncone for each taxable year and must mai ntain such accounting
records as will enable himto file a correct return. See section
6001 and the regul ations thereunder. Accounting records include
t he taxpayer’s regul ar books of account and such other records
and data as may be necessary to support the entries on his books
of account and on his return, as for exanple, a reconciliation of
any differences between such books and his return”).
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al | owabl e deduction, bearing heavily against the taxpayer whose

i nexactitude is of her own maeking. Cohan v. Conmm ssioner, 39

F.2d 540, 543-544 (2d Cir. 1930). There mnmust, however, be
sufficient evidence in the record to provide a basis upon which
an estimate may be nade and to permt the Court to concl ude that
a deducti bl e expense, rather than a non-deducti bl e personal

expense, was incurred in at |east the anount allowed. Vanicek v.

Conmm ssioner, 85 T.C. 731, 743 (1985).

However, certain business expenses described in section
274(d) are subject to strict substantiation rules that supersede

t he Cohan doctri ne. Sanford v. Conm ssioner, 50 T.C. 823, 827-

828 (1968), affd. 412 F.2d 201 (2d Cr. 1969); sec. 1.274-5T(a),
Tenporary I ncone Tax Regs., 50 Fed. Reg. 46014 (Nov. 6, 1985).
Section 274(d) applies to: (1) any traveling expense, including
nmeal s and | odging while away from hone; (2) entertainnent,
anusenent, and recreational expenses; (3) any expense for gifts;
and (4) the use of “listed property”, as defined in section
280F(d) (4), including passenger autonobiles. Sone of

Ms. Bennett’s expenses are in these categories. To deduct such
expenses, the taxpayer nust substantiate by adequate records or
sufficient evidence to corroborate the taxpayer’s own testinony:
(1) the anpbunt of the expenditure or use, which includes mleage
in the case of autonobiles; (2) the tinme and place of the travel,

entertai nment, or use; (3) its business purpose; and in the case
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of entertainnment, (4) the business relationship to the taxpayer
of each expenditure or use. Sec. 274(d) (flush |anguage).

The docunents Ms. Bennett did keep were |largely
i nsufficient--even under the Cohan rule, and all the nore under
section 274(d), where it applies--to substantiate nost of the
deductions she cl ai ns.

1. |tem zed deducti ons on Schedule A

A. Medi cal expenses

On her Schedule A Ms. Bennett clained deductions for nedical
expenses of $2,628.53. Respondent concedes that she incurred
$1, 168. 70 of such expenses--a total of anmounts that are
substanti ated by docunents that reflect the nedical provider, the
date of treatnent, the date of paynent, the anount covered by
i nsurance, and Ms. Bennett as the patient. W find that
Ms. Bennett al so substantiated deducti bl e nedi cal expenses by
means of 13 checks payable to her doctors, totaling $472.25, and
three prem um paynents to her health insurer totaling $1, 069.50.
O her amounts reflected on EOBs (expl anations of benefits) from
her insurer do not show evidence of paynent by Ms. Bennett. Her
deducti bl e nedi cal expenses therefore total $2,710.45. (The tax
benefit of this deduction will depend on the extent to which it
exceeds 7.5 percent of her adjusted gross incone. See

sec. 213(a).)



B. Taxes

On her Schedule A Ms. Bennett clained deductions for taxes
totaling $1,561.60. O this total, $23 is designated as for
“Aut o Tabs”, which she has evidently abandoned. The renainder is
a portion of the $3,140 in real estate taxes that she paid on her
resi dence, which is substantiated by an “Annual Tax and Interest
Statenent” issued to her by her nortgage |l ender. She clains the
remai nder as deductions on the Schedule C for her real estate
busi ness and on the Schedule E for her rental activity. Because
we deny the deductions on Schedules C and E, we allow Ms. Bennett
the entire $3,140 as an iteni zed deduction for real estate taxes
on Schedul e A

C. | nt er est

On Schedule A Ms. Bennett cl ainmed deductions for hone
nortgage interest totaling $1,000.97. This is a portion of the
$17,048.80 in interest that she paid on her residence, which is
substanti ated by the “Annual Tax and Interest Statenent” issued
to her by her nortgage | ender. She clains the renmai nder as
deductions on the Schedule C for her real estate business and on
the Schedule E for her rental activity. Because we deny the
deductions on Schedules C and E, we allow Ms. Bennett the entire

$17,048.80 as an item zed deduction for interest on Schedul e A
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D. Charitabl e contributions

On Schedule A Ms. Bennett clained deductions for charitable
contributions totaling $1,765.15. W find that she nade
deductible contributions to three donees totaling $65° and that
she made deductible contributions to a fourth donee totaling
$980. ’

The anpbunts of item zed personal deductions that we all ow
conpare as follows to what Ms. Bennett clained on Schedule A to

her return:

Deducti ons on Deducti ons

Schedul e A al | owed

Medi cal expenses $2, 628. 53 $2, 710. 45
Taxes 1, 561. 60 3, 140. 00
| nt er est 1, 000. 97 17, 048. 80
Contri butions 1,765.15 1, 045. 00
Tot al 6, 956. 25 23,944. 25

A $65 deduction is substantiated by her checks Nos. 8108,
8218, and 8219 (as to which three checks respondent concedes a
deduction), and No. 8419 (as to which respondent does not concede
a deduction).

"After trial respondent conceded a charitable contribution
deduction for a greater anount--$1, 030--evidenced by 20 checks
payable to “H's Present GQory” and a receipt in that anmount from
“3rd Day Mnistries”. However, one of the checks in her listing
(check No. 8403) is included as part of her substantiation for
“cl eani ng and nai nt enance” expense. It is a check for $50
payable to “H's Present Gory”, and on the “For” |line at the
bottom | eft-hand corner of the check is witten “apt. cleaning”.
We therefore reduce the deduction by this anmount, but we
ot herwi se sonewhat reluctantly accept respondent’s concession.
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[ 1l. Business expense deductions on Schedule C

Ms. Bennett was a real estate agent and did evidently
conclude real estate transactions in 2005 that apparently
generated conmi ssions of $94,931.02 that she reported as gross
recei pts on Schedule C. It is entirely plausible that she
i ncurred deducti bl e expenses in the course of that activity.
However, the Court cannot accept Ms. Bennett’s unsubstanti ated
and unexpl ai ned al |l egations of the anobunts of those expenses but
rather can all ow deductions only for the expenses that have been
subst anti at ed.

A. General shortcom ngs of Ms. Bennett's Schedule C
substanti ati on

1. REMC Qui ckReports

Sone of Ms. Bennett’'s purported substantiation consists of
statenents from REMC. REMC kept separate accounts for the
several dozen agents who worked for it, paid various expenses,
deduct ed those expenses from comm ssions earned by each agent,
and then provided the agent with financial information, including
an “Agent Account Qui ckReport” for expenses incurred on the
agent’s behalf. M. Bennett relied solely on REMC Qui ckReports
for substantiation of her advertising expenses, referral fees,
and |l egal fees; and she relied in part on the REMC Qui ckReports
for substantiation of her insurance and her office expenses.
However, the QuickReports printouts explicitly acknow edge in a

footer on each page: “This is a print out of only the expenses
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for the year. |t does not show any paynents or credits nade to

your account. This is just a guide for you to use whil e doing

your taxes.” (Enphasis added.) Thus, the REMC Qui ckReports do
not purport to show that Ms. Bennett actually paid the expenses;
t hey show only that REMC i ncurred the expenses and nade
corresponding entries on Ms. Bennett’'s internal account.

Mor eover, Ms. Bennett did not produce records to show that REMC
cal cul ated Ms. Bennett’'s conm ssions for its own internal
reporting purposes on a gross basis before any reduction for the
charges incurred on Ms. Bennett’'s behal f, or whether instead REMC
reported only conm ssions due to Ms. Bennett after her expenses
advanced by the firm had been recouped from comm ssions due her.
More inmportant, Ms. Bennett did not show whether, as “& o0ss
recei pts” on Schedule C, she reported gross conmm ssions or

i nstead reported net comm ssions paid to her after reduction for
her charges. |If the latter, then allow ng deductions on the
basis of REMC s tallies of expenses on Qui ckReports would al | ow
Ms. Bennett a doubl e deduction for expenses that she paid.
Therefore, the REMC Qui ckReports do not substantiate

Ms. Bennett’s entitlenent to deductions for paynent of expenses.

2. Ms. Bennett’'s return preparer

Ms. Bennett relies on the testinony of her return preparer
M. Wcker for various matters. However, M. Wcker has been

convicted of tax crinmes, and we did not find his testinony
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credible; and to the extent Ms. Bennett relies on his testinony
for any aspect of her proof, her proof fails to be convincing.

3. Paynents to Ms. Bennett’'s son

Sonme Schedul e C deductions at issue involve paynents for the
benefit of Ms. Bennett’s adult son. During the years at issue he
was a drug addict, and he sonetinmes cane to her with requests for
nmoney wth which to pay his child support and ot her expenses
(i ncluding dental expenses). M. Bennett declined to give him
money but instead paid these expenses directly. The record in
this case includes checks payable to M nnesota Child Support; but
al t hough Ms. Bennett testified that she paid $7,900 toward his
dental expenses, the record does not seemto include
docunentation for those dental paynents. M. Bennett clains that
she nmade these paynents on his behalf in return for work that her
son perfornmed for the business (an assertion for which her son
gave corroborating testinony),® and she therefore clained
deductions for the paynents as “conm ssions” expenses and as

“vehicle, equipnment and rental”. However, M. Bennett provided

8Ms. Bennett’'s son testified: “I would constantly be now ng
grass at one of her open houses, or shoveling sidewal ks, or
delivering fliers, or nunmerous things, non-stop”. W find his
testinony generally credible, but taking into account all the
evi dence we have no confidence that he perforned business-rel ated
tasks in 2005 or that Ms. Bennett nmade paynents in 2005 for
busi ness-rel ated tasks. He assented to Ms. Bennett’'s |eading
gquestion suggesting that his work and her paynments occurred in
2005 (“this is kind of long ago, so I'mtrying to renenber what
everything was. Q It was in 2005. A Right”); but we do not
find that the testinony established the point.
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no docunentary evidence to show the anmount or type of work her
son perforned, the date on which he performed it, or its
connection wth her real estate business. Her son testified that
she did not issue to himany Forns 1099 reporting the anounts she
had paid him?® The record includes no evidence as to whether he
reported these anounts as taxable incone. W hold that paynents
on behalf of Ms. Bennett’s son have not been substantiated as
ordi nary and necessary expenses of her real estate business.

4. Arizona real estate sales activity

Sonme Schedul e C deductions at issue consist of or include
al | eged expenditures in connection with real estate sales in
Arizona. However, M. Bennett was not |icensed to sell real
estate in Arizona in 2005 (and does not allege that she ever
acquired such a license), and she had no sales in Arizona in 2005
(and does not allege that she has ever had a sale in Arizona).
Rat her, she professes that it was her intention soneday to sel
real estate in Arizona. Apart from her own subjective,
unrealized intention to soneday sell real estate in Arizona, she
of fered no evidence inconsistent wwth vacationing in Arizona,

establishing a vacation honme for herself in Arizona, or preparing

¢ disregard Ms. Bennett’'s statenent in her brief that
“Petitioner has filed a Form 1099 M scel | aneous I ncome with the
| nt ernal Revenue Service, disclosing the paynent of $7,900 to her
son, Craig A. Bennett.” The statenent has no support in the
trial record, and it appears she may be describing a filing that
she made after trial
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toretire in Arizona. W hold that she has not carried her
burden to prove that she undertook activity in Arizona with a
view toward nmaking a profit by selling real estate there.

Her Arizona deductions are also problematic in that many of
them appear to constitute, at best, capital expenditures. On
brief she argues that nuch of her travel expense was to pay
workers (i.e., her own relatives) to “work on her real property”
and that she incurred $7,661.26 in Arizona-rel ated supplies
expenses “to bring the Arizona house up to code”. The receipts
indicate that the work included installing hardwod flooring and
a skylight. The quantum of these supplies expenses suggests that
they are unlikely to have been ordi nary and necessary expenses of
an ongoi ng business but are nore likely the capital expenses of a
renovation--providing significant inprovenent and future benefit
to the property. Section 162(a) allows a deduction for “ordinary
and necessary” busi ness expenses, and section 263(a) disallows
any deduction for “permanent inprovenents or betternents nmade to
i ncrease the value of any property or estate.” The regul ations
under section 162 el aborate on this distinction, discussing
“repairs” as foll ows:

The cost of incidental repairs which neither materially

add to the value of the property nor appreciably

prolong its life, but keep it in an ordinarily

efficient operating condition, may be deducted as an

expense * * *  Repairs in the nature of replacenents,

to the extent that they arrest deterioration and

appreciably prolong the life of the property, shal
either be capitalized and depreciated in accordance
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with section 167 or charged agai nst the depreciation
reserve if such an account is kept. [26 C.F.R
sec. 1.162-4, Income Tax Regs.]

The regul ati ons under section 263(a) are in harnmony with that
provi si on:

In general, * * * [non-deductible capital expenditures]
i ncl ude amounts paid or incurred (1) to add to the

val ue, or substantially prolong the useful life, of
property owned by the taxpayer, such as plant or

equi pnment, or (2) to adapt property to a new or
different use. Anounts paid or incurred for incidental
repai rs and mai ntenance of property are not capital
expenditures wthin the nmeani ng of subparagraphs (1)
and (2) of this paragraph. * * * [26 CF.R

sec. 1.263(a)-1(b), Income Tax Regs.]

Ms. Bennett did not show that her expenditures were for
deductible “incidental repairs” rather than a substantial capital

renovation. See Subt v. Conmi ssioner, T.C Menp. 1991-429. The

extensive nature of her work on the Arizona property suggests
t hat she was conducting a substantial renovation.
Any Arizona-rel ated Schedul e C expenses will be disall owed.

5. VWite Bear Lake property

Sone Schedul e C deductions at issue consist of alleged
expenditures in connection with property in Wite Bear Lake,
M nnesota. Ms. Bennett’s nane appears along with the nane of
Brent WIlenbring on the Septenber 2004 Settl enent Statenent
(HUD-1), but only M. WIIlenbring s nane appears on the docunents
that Ms. Bennett proffers to substantiate paynment of deductible
expenses, such as nortgage interest. A “taxpayer * * * [may]

deduct only his own interest paynents and not interest paid on
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behal f of another person or entity.” S. Pac. Transp. Co. V.

Commi ssioner, 75 T.C. 497, 565 (1980). Ms. Bennett introduced no

cancel ed checks, receipts, bank statenents, or other
docunentation to show that she actually paid any of the expenses
for this property; and in the absence of any docunentation or
any corroboration of Ms. Bennett’'s share in the property, we hold
that she has not carried her burden to prove that she has nade
any deducti bl e expenditures in connection with this property.

B. Addi tional shortconmi ngs of Ms. Bennett’'s proof
regardi ng particul ar Schedul e C expenses

1. Car and truck expenses

As is stated above, section 274(d) inposes stringent
substantiation requirenments for clainmed deductions relating to
the use of “listed property”, which is defined under section
280F(d)(4) (A (i) to include passenger autonobiles. Under this
provi sion, any deduction clained with respect to the use of a
passenger autonobile will be disallowed unless the taxpayer
substanti ates specified el enents of the use by adequate records
or by sufficient evidence corroborating the taxpayer’s own

statenent. See sec. 274(d); sec. 1.274-5T(c)(1l), Tenporary

°Varks that she has nade on the Form 1098, Mortgage
Interest Statenent, for her residence nay suggest that she
attributes sonme of the interest on her hone nortgage to this
Wi te Bear Lake property. However, no testinonial or docunentary
evi dence establishes any such connection, and we therefore treat
the entire $17,048.80 reported on Form 1098 as home nortgage
i nterest deductible on Schedul e A
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| ncone Tax Regs., 50 Fed. Reg. 46016 (Nov. 6, 1985). The
el ements that nust be substantiated to deduct the business use of
an autonobile are: (i) the anobunt of the expenditure; (ii) the
m | eage for each business use of the autonobile and the total
m |l eage for all uses of the autonobile during the taxable period;
(ii1) the date of the business use; and (iv) the business purpose
of the use of the autonpbile. See sec. 1.274-5T(b)(6), Tenporary
I ncone Tax Regs., 50 Fed. Reg. 46016 (Nov. 6, 1985).

Ms. Bennett’s proof falls far short of this standard. She
offered into evidence a mleage |og purporting to substantiate
21,129 mles traveled for her real estate business (as conpared
to 30,186 clainmed on her return). But neither that nunber nor
any ot her has been substantiated. Her m|eage | og was prepared
by M. Wcker. Her brief states that she “was forced to recreate
her m | eage | og based on her date book”; but at trial she did not
of fer the date book nor present any testinony about an original
|l og or any recreation of it. W find that she did not prove the
mles that she drove for her real estate activity.

2. Commi ssi ons _and fees

On Schedule C Ms. Bennett deducted $11,878.33 in
“Comm ssions and fees”. In her brief she clains a | esser
amount - - $8, 701. 15--but her proof consists of: (a) an REMC
Qui ckReport entry for $573.75 (but see part II1l1.A 1 above);

(b) child support checks for her son (but see part II1l1.A 3
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above); (c) a voided check for $200; and (d) unexpl ai ned checks
to or for the benefit of individuals about whom no testinony or
witten evidence was given at trial. M. Bennett has not
subst anti at ed deducti bl e paynents for “conmm ssions and fees” in
any anount .

3. Depr eci ati on

On Schedule C Ms. Bennett deducted $5,531.11 in
“Depreciation”. Her substantiation for that deduction is a
depreci ati on schedul e and five checks dated 2005. The
depreci ation schedule lists nineteen itens, at |east ten of which
appear to be personal itens (china, two pizza ovens, gas grill,
| awn edger, | andscape equi pnent, tools, bike, TV, dishwasher),
five of which m ght be personal or business-related (two
conputers, calculator, furniture, carpet), and one of which is
unclear in its meaning (“2003 76 102 & 103”). Three of the 2005
checks bear no evident relation to any of the assets allegedly
pl aced in service in 2005, and no checks or other docunents
show Ms. Bennett’s basis in any of the assets purchased before

2005. No testinony was given about any of the assets at trial.

UTwo of the checks relate to a golf cart, and Ms. Bennett’s
brief refers to a golf cart supposedly on the depreciation
schedul e; but there does not in fact appear to be any entry for a
golf cart on that schedule. Receipts that nention golf carts
al so appear in support of her “Repairs” expense for the Arizona

property.
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Ms. Bennett has not substantiated her entitlenent to any
depreci ati on deducti ons.
4. | nsur ance

On Schedule C Ms. Bennett deducted $743.85 for “Ilnsurance”.
This allegedly consists of: (a) hazard insurance on Arizona
property, which we disallow for the reasons expl ai ned above in
part I11.A 4, and (b) errors and om ssions insurance docunented
solely by an REMC Qui ckReport print-out, which we disallow for
t he reasons expl ai ned above in part Il1.A 1. That is, all of the
i nsurance expense is disallowed.

5. | nt er est

On Schedule C Ms. Bennett deducted $28, 822.27 for
“Interest”. This allegedly consists of: (a) a portion of the
interest on a nortgage |loan for the Arizona property, which we
di sall ow for the reasons explained above in part I11.A 4;
(b) nortgage interest and | ate-paynent charges on the Wiite Bear
Lake property, which we disallow for the reasons expl ai ned above
inpart I11.A5; and (c) nortgage interest on Ms. Bennett’s
resi dence, which we allowed in full as a Schedule A item zed
deduction and therefore disallow on Schedul e C

6. Legal and prof essional expenses

On Schedule C Ms. Bennett deducted $1,460 for “Legal and
prof essi onal services”. However, her substantiation consists of

an REMC Qui ckReports print-out, which we disallow for the reasons
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expl ai ned above in part I1l.A 1, and a photocopy of a check for
$1, 100 payable to her return preparer. Only the front side of
t he check appears in the record, and the check is dated
“08-15-04", whereas the year in issue is 2005. W hold that
Ms. Bennett has not carried her burden to prove deducti bl e | egal
and professional fees incurred in 2005.

7. Ofice expense

On Schedule C Ms. Bennett deducted $1,014.82 in “Ofice
expense”. Her substantiation includes REMC Qui ckReports print-
outs and sone illegible receipts that do not prove deductible
expendi tures; but we hold that she has proved, by |egible checks
and credit card statenents, deductible postage expenses totaling
$119. 90.

8. Rent al expenses

On Schedule C Ms. Bennett deducted $10,673.74 in rental
expenses, and she contends that at trial she substantiated
$8,174.80. She argues that of that total, $7,900 allegedly
consi sts of her paynent of rental car expenses for her son. The
record includes no evidence of any paynent of $7,900 to anyone,
and any such paynents nade for the benefit of Ms. Bennett’s son
are not deductible, for the reasons we expl ai ned above in
part I11.A 3. The remainder of Ms. Bennett’'s evidence is
difficult to read but may show paynents of $32.80 and $242 to

“Ruddy’s Rental, Inc.” for |andscaping equi prent and $170 for
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“W nterizing boat storage”; but because she offered no evidence
to relate these expenditures to her business of real estate
sales, we hold that she is not entitled to any deduction for
rental expenses.
9. Repairs

On Schedule C Ms. Bennett deducted $184.70 for repairs. At
trial she offered evidence of a check for $1,000 payable to an
i ndividual with the notation “Contract |1.G Heights”. She
of fered no testinony either explaining who the payee was or
describing any repair work perfornmed. W therefore hold that
this check does not substantiate any deducti bl e expense.
However, we find that docunments she m stakenly included as part
of her attenpted proof of depreciation expenses do show a
busi ness-rel at ed conputer repair expense of $169.

10. Supplies

On Schedule C Ms. Bennett deducted $2,038.62 for supplies.
She offered into evidence checks and receipts totaling $1, 993. 32,
but she offered no testinony about them Sone are illegible;
sonme explicitly pertain to a Fourth of July party (about which
she gave no testinony); sone are unexpl ai ned checks to
i ndi vi dual s; sonme may be capital costs of the Arizona renovation
(see supra part I11.A 4); and nost show purchases at WAl - Mart,
Target, Home Depot, Samis Club, Dollar Store, Party Town, and

Goodwi | | --stores fromwhich one m ght make deducti bl e busi ness
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purchases but from which one m ght al so nake non-deducti bl e
personal purchases. W hold that these docunents do not carry
Ms. Bennet’s burden to prove deductions for supplies. However,
Ms. Bennett’s docunentation for supplies also includes checks to
the board of realtors (for $49.73) and a key box servicing
conpany (for $44.73), which justify a deduction totaling $94. 46.
11. Taxes

On Schedule C Ms. Bennett deducted $11,516.84 in real estate
taxes allegedly paid on the Wite Bear Lake property and the
Ari zona property, for which her substantiation is Forns 1098
beari ng anounts of taxes that she apportions in part to
Schedule C. However, as we noted above in part IIl1.A 5, the
Form 1098 for the Wite Bear Lake property does not bear her nane
(and is not acconpani ed by any evidence of her bearing the
expense); as we noted above in part Il11.A 4, the Arizona property
has no denonstrated business connection. M. Bennett has not
proved a Schedul e C deduction for taxes.

12. Travel, neals, and entertai nnent

On Schedule C Ms. Bennett deducted $1,089.20 in travel
expenses; and at trial she offered credit card statenents that
she argues show $2,470.10 in paynents to travel agents for
busi ness-related travel. A taxpayer may not deduct travel
expenses (including neals and | odgi ng while away from hone)

unl ess she substanti ates by adequate records or sufficient



- 25 -
evi dence corroborating her own statenents: (A) the anmount of the
expense, (B) the tine and place of the travel; and (C the
busi ness purpose of the travel. Sec. 274(d). Under the
regul ations, to neet the section 274(d) “adequate records”
requi renent, a taxpayer “shall maintain an account book, diary,
| og, statenment of expense, trip sheets, or simlar record * * *
and docunentary evidence * * * which, in conbination, are
sufficient to establish each el enent of an expenditure.” 26
C.F.R sec. 1.274-5T(c)(2)(i), Tenporary Inconme Tax Regs., 50
Fed. Reg. 46017 (Nov. 6, 1985). The el enents she nmust prove for
each travel expense are the anount, tinme, place, and business
purpose of the travel. 26 CF. R sec. 1.274-5T(b)(2), Tenporary
| ncone Tax Regs., 50 Fed. Reg. 46014 (Nov. 6, 1985). The
destinations evident on the statenents are Cozunel (Mexico),
M nneapolis, Treasure Island Resort in Wsconsin, and Florida
(which Ms. Bennett’s post-trial brief indicates refers to Mam,
Florida). At trial she offered no business justification for any
travel other than to Arizona, and the evidence submtted reveals
no busi ness purpose for those trips. (W disregard the
unsupported explanations given for the first time in her post-
trial brief.) Arizona-related expenses are not deductible for
t he reasons we explain above in part I1l.A 4. W hold that

Ms. Bennett has not substantiated deductible travel expenses.
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On Schedule C Ms. Bennett deducted $937.36 in neals and
entertai nment expenses. Meals and entertai nment expenses clai ned

as deductions under section 162 are, with limted exceptions,
subject to the substantiation requirenments of section 274(d).

26 CF. R section 1.274-5T(c)(1), Tenporary Inconme Tax Regs.,
supra, requires a taxpayer to substantiate each el enent of an
expendi ture by adequate records or by sufficient evidence
corroborating his own statenents. At trial M. Bennett offered
checks, receipts, and credit card statenents that she argues show
$2,085.54 in paynments for business related neals and
entertainment. Sone (but not all) of the checks and charges do
bear the nanmes of restaurants, but none of themreflects that the
meal was business-related. |Included anong her receipts is a

| og- - about which she offered no testinony at trial--that purports
to total $1,879.12 of neal expenses. The |og was apparently
witten by M. Wcker, but the record includes no information
about what sources he used to conpile the information. Sone but
not all of the entries include the nanme of an i ndividual
(presumably, the alleged guest for the neal), and a few include a
phrase about a neeting. However, in the absence of explanatory
and corroborating testinony, we find the log to be unreliable,
and we hold that Ms. Bennett did not prove any anount of

deducti bl e expense for neals and entertai nnent.



13. Uilities

On Schedule C Ms. Bennett deducted $1,459.45 for
“Uilities”, and at trial she offered bank statenents and
cancel ed checks show ng paynents for tel ephone use. It is to be
expected that a real estate agent would incur business expense
for tel ephone service. However, M. Bennett gave no testinony to
expl ai n her substantiating docunments, and they are confusing.
They appear to show nonthly paynents to Qaest throughout all of
2005 (totaling $1,272.04), four paynments to Cingular (in April,
May, Novenber, and Decenber), five paynents to AT&T wireless (in
January, February, My, August, and Novenber), and one paynent to
“Lisa Wreless” (in March). M. Bennett did not explain how she
coul d have incurred charges to all those conpanies, nor how we
can di stingui sh between deducti bl e paynents for business phone
use and non-deducti bl e paynents for personal phone use.
Consequently, we allow no deduction for paynents to any of the
conpani es other than Qmest, the only conpany to which she nade
regul ar paynents for the entire year. Mst of the Qwmest checks
show that they pay for two different tel ephone nunbers, with the
mont hly charges to one of the nunbers consistently equaling about
$56 (i.e., about $672 per year), and the charges to the other
nunber as sonmewhat |ess than that. Section 262(b) prohibits a
t axpayer’s deducting the cost of basic |local tel ephone service

for the first tel ephone line provided to her residence, because
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that expenditure is a personal expense. M. Bennett has not
shown that she had a hone tel ephone nunber in addition to the two
Quest nunbers she clained on Schedule C. In view of

Ms. Bennett’s having the burden of proof, we conclude that she
has shown no nore than that she incurred deducti bl e business
phone expense of $600.04 (i.e., the $1,272.04 paid to Qwvest m nus
$672 as the presuned charge for a personal phone nunber).

14. O her expenses

On Schedule C Ms. Bennett deducted $1,926.83 as “Q her
expenses”, broken down into customer costs, periodicals,
security, education, MS dues, and client carpet cleaning. At
trial she gave no testinony about these expenses, and we do not
use her statements in her brief to make up what is |acking in her
evi dence. Her $208 periodicals expense is for her subscription
to the | ocal newspaper--a personal expense, absent proof of a
busi ness purpose. Her $35 security expense is unexplained. Her
educati on expense, substantiated by a $79 check to an individual
mar ked “Cont. Ed”, may pertain to a business education expense,
but wi thout nore explanatory evidence we cannot say that she
proved it is deductible. Miltiple Listing Dues of $326 is a
pl ausi bl e expense for a real estate agent, but her only proof is
an REMC Qui ckReports print-out that is inadequate for the reasons
we explain above in part I1l.A 1. W find, however, that her

evi dence does include credi ble and sel f-explanatory evi dence
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showi ng a client carpet cleaning expense of $160.73 and ot her
custoner costs of $1,177.50 (for home inspections, dead bolt
repair, cleaning, and appraisals). Her allowable “Qher
expenses” therefore total $1,338.23.
The expenses that Ms. Bennett substantiated, as conpared to

t he deductions she cl ained on Schedule C, are as foll ows:

Expenses reported Expenses
on Schedule C subst anti at ed
Adverti sing $3, 958. 84 - 0-
Car and truck expense 13, 030. 29 - 0-
Comm ssions and fees 11, 878. 33 - 0-
Depreci ati on 5,531.11 - 0-
| nsur ance 743. 85 -0-
| nt er est 28, 822. 27 - 0-
Legal and prof essional 1, 460. 00 - 0-
O fice expense 1,014. 82 $119. 90
Rent: Vehicles 10, 588. 74 -0-
Rent: O her 85. 00 -0-
Repai rs and mai nt enance 184. 70 169. 00
Suppl i es 2,038. 62 94. 46
Taxes and |icenses 11, 516. 84 - 0-
Travel 1, 089. 20 -0-
Meal s and entertai nment 937. 36 - 0-
Uilities 1, 459. 45 600. 04
O her expenses 1,986. 23 1,338. 23
Tot al 96, 325. 65 2,321. 63

| V. Rent al expenses on Schedule E

On Schedule E Ms. Bennett reported the rental of two
properties--the Arizona property and an all eged apartnment in her

princi pal residence. Although she reported rental receipts of
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$4,500 for the apartnment and $6,000 for the Arizona property, *?
she cl ai ned deductions in anmounts that greatly exceeded the
reported rental receipts, and she therefore reported | osses of
$6,944.73 on the apartnent and $11,692.40 on the Arizona
property, totaling $18,637, which she in turn included (as a
|l oss) on line 17 of Form 1040.

Ms. Bennett did not offer into evidence any | ease or other
docunentary informati on show ng that the properties had in fact
been rented out in 2005. She could not recall the nanme of the
2005 tenant in the apartnment. She clains that the apartnent
constitutes 51 percent of the house in which she resides, and she
therefore clains as deductions 51 percent of various household
expenses (utilities, cleaning, supplies); but she presented no
fl oor plan of the house showing a 51/49 allocation, and she gave
no testinony about how she arrived at the allocation. Her return
preparer testified summarily that he had neasured the property
hi msel f and found those percentages, but we did not find his

testinmony to be credible. Her deductions for the apartnment on

2Ms. Bennett did not contend in the alternative that, if
her deductions were disallowed, then her inconme ought to be
reduced by the anount of the rental receipts reported. Although
we find that she failed to prove that she rented out the
properties as she alleged, we do not find that she did not
receive the incone that she reported on Schedule E. M. Bennett
di d not make any show ng about the nature of those receipts, the
identities of the payors, the accounts into which she deposited
them and thus did not assert or prove any theory under which her
i ncome shoul d be reduced.
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Schedul e E included nortgage interest and real estate tax, and we
di sal l ow those as Schedul e E expenses; but, as we have said, we
allow themin full on Schedule A as item zed deducti ons.

As we noted above (in part Il11.A 4), Ms. Bennett’s brief
states that the Arizona property was not up to code, and her
substantial repair expenses ($1,409.41) and supplies expenses
($9,234.58) clained for the Arizona property on Schedule E
i ndi cate that she was undertaking a capital renovation of the
property in 2005 rather than incurring “ordinary and necessary
expenses”. Furthernore, the fact that the work was needed in
order to bring the building up to code makes it unlikely that she
had a tenant before those i nprovenents had been conpl et ed.

Even if Ms. Bennett had proved that the properties were
actually rented out in 2005, she would need al so to substantiate
the specific expenses (and show that they were not capital
i nprovenents). W will not analyze in detail her evidence for
each category of expense, but we note that her proof for nost of
these itens includes illegible and unexpl ai ned docunents that
sonetinmes rai se nore questions than they answer (e.g., a receipt
froma veterinarian for treatnent of her dog “Benji”). W hold
that Ms. Bennett has not substantiated any rental activity

deducti ons cl ai ned on Schedul e E
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V. Section 6662(a) accuracy-related penalty

The I RS determ ned that Ms. Bennett is liable for the
accuracy-rel ated penalty of section 6662(a) because her
under paynment was a “substantial understatenent of incone tax”
under section 6662(b)(2).'* By definition, an understatenent of
income tax is substantial if it exceeds the greater of $5,000 or
10 percent of the tax required to be shown on the return. Sec.
6662(d) (1) (A). Pursuant to section 7491(c), the Comm ssi oner
bears the burden of producing sufficient evidence show ng the
inposition of the penalty is appropriate in a given case. Hi gbee

v. Conmm ssioner, 116 T.C. 438, 446 (2001). Once the Comm ssioner

meets this burden, the taxpayer nust conme forward wth persuasive
evi dence that the Comm ssioner’s determination is incorrect.

Rul e 142(a); Hi gbee v. Comm ssioner, supra at 447.

The parties will be instructed to reconpute Ms. Bennett’'s
liability in accordance with this decision, but for purposes of
section 6662(a) we can nmake a rough cal cul ation of only one

conponent of that liability--the Social Security portion of self-

13The notice of deficiency also supports the accuracy-
related penalty on two alternate grounds: Under
section 6662(b) (1), the accuracy-related penalty is al so i nposed
where an underpaynent is attributable to the taxpayer’s
negl i gence or disregard of rules or regul ations; and under
section 6662(b)(3) the penalty is inposed where there is a
“substantial valuation msstatenent”. However, as we show bel ow,
respondent has denonstrated that Ms. Bennett substantially
understated her inconme tax for 2005 for purposes of
section 6662(b)(2). Thus, we need not consider whether
Ms. Bennett m ght also be |iable under section 6662(b)(1) or (3).
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enpl oynent tax--that shows that her understatenent is
substantial. Since Ms. Bennett reported a tax liability of zero,
any liability conputed will be an understatenent and will be not
just 10 percent but rather 100 percent of the liability required
to be shown on the return. Therefore, the question to be
answered is whether the liability will also be greater than
$5,000, and it is easy to see that it wll:

Ms. Bennett’s Schedule C reported gross receipts of
$94, 931. 02, and when the deductions of $2,321.63 that we all ow
are subtracted therefrom her self-enploynent inconme equals
$92,609. 39. Section 1401(a) inposes a tax of 12.4 percent on the
first $90,000 of that self-enploynent income and yields a
l[iability of $11,160--i.e., greater than $5,000. Her incone tax
and the hospital insurance conponent of self-enploynent tax wll
only increase that liability. Respondent has therefore carried
t he burden of production inposed by section 7491(c).

Ms. Bennett states that she “leaves it to the discretion of
the Court whether to apply the Accuracy Penalty in this matter.”
However, where an understatenent of incone tax is substantial,
the accuracy-related penalty is not discretionary but nmandatory;

the statute provides that it “shall be added”. Sec. 6662(a).
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Ms. Bennett bears the burden of proving any defenses, * see

Hi gbee v. Commi ssioner, supra at 446, but she asserted none. W

therefore sustain the accuracy-rel ated penalty.

To reflect the foregoing,

Deci sion will be entered under

Rul e 155.

1A taxpayer who is otherwise liable for the accuracy-
related penalty may avoid the liability if she successfully
i nvokes one of three other provisions: Section 6662(d)(2)(B)
provi des that an understatenent may be reduced, first, where the
t axpayer had substantial authority for her treatnent of any item
giving rise to the understatenent or, second, where the rel evant
facts affecting the itenis treatnent are adequately discl osed and
t he taxpayer had a reasonable basis for her treatnent of that
item Third, section 6664(c)(1) provides that if the taxpayer
shows that there was reasonable cause for a portion of an
under paynent and that she acted in good faith with respect to
such portion, no accuracy-related penalty shall be inposed with
respect to that portion. The record suggests no basis for any of
t hese def enses.



